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SUMVARY
This bill would include specified activities relating to conputer progranm ng and

conput er software described in Standard Industrial Cassification (SIC) Codes
7371 to 7373 in the definitions of “qualified taxpayer” and “qualified property”
under the Manufacturers’ Investnment Credit (MCQ).

EFFECTI VE DATE

As a tax levy, this bill would beconme effective i medi ately upon enactnent and
woul d apply to taxable or incone years beginning on or after January 1, 1998.

LEG SLATI VE H STORY

SB 671 (Stats. 1993, Ch. 881); SB 676 (Stats. 1994, Ch. 748); AB 2661 (1995/96);
SB 38 (Stats. 1996, Ch 954.): SB 1106 (Stats. 1997, Ch. 604); AB 94 (1997/98); AB
1063 (1997/98); AB 1976 (1997/98).

SPECI FI C FI NDI NGS

Exi sting state and federal |aws generally allow a depreciation deduction for the
obsol escence or wear and tear of property used in a business or investnent
property. The property nust have a limted, useful life of nore than one year
and includes equi prent, machinery, vehicles and buil dings, but excludes |and.
Property is assigned to specific classifications related to the nunber of years
of its useful life. The property then may be depreci ated over the nunber of
years of its useful life (recovery period).

Exi sting state and federal |aws allow a taxpayer to deduct expenses paid or
incurred in the ordinary course of a taxpayer’s business.

Exi sting state lawall ows taxpayers to use various credits against tax. The MC
allows qualified taxpayers a credit equal to 6% of the anmpbunt paid or incurred
after January 1, 1994, for qualified property that is placed in service in
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California.

For purposes of the MC, a qualified taxpayer is any taxpayer engaged in
manuf acturing activities described in specified codes in the SIC Manual .
Qualified property is any of the foll ow ng:

1) Tangi bl e personal property that is defined in Section 1245(a) of the
I nternal Revenue Code and used primarily:

for manufacturing, processing, refining, fabricating or recycling of
property;

for research and devel opnent;

for the mmi ntenance, repair, neasurenent, or testing of otherw se
qualified property; or

for pollution control which neets or exceeds state or |oca

st andar ds.

2) The value of any capitalized |abor costs directly allocable to the
construction or nodification of the property listed in #1 above or for
speci al purpose buildings and foundations listed in #3 bel ow

3) Special purpose buildings and foundations that are an integral part of
manuf acturing, refining, processing or fabricating, or research and storage
facilities that are part of the process, which are used by qualified persons
perform ng manufacturing activities described in specific codes relating to
conmput er, accounting, and office nachines, electronic equipnment and
accessories, biotech or biopharnmaceutical activities, sem conductor

equi prent manufacturing activities and certain aerospace manufacturing
activities.

The M C explicitly excludes certain types of property fromthe definition of
qualified property, including equipnent used in the extraction process,
furniture, facilities used for warehousing purposes after conpletion of the
manuf act uri ng process, inventory, equipnent used to store finished products that
have conpl eted the manufacturing process, and tangi bl e personal property used in
adm ni stration, general nmanagenment, or marketing.

The M C provides a variety of special rules for costs paid pursuant to a binding
contract and | eased property. The credit nmay be carried over until exhausted,
for a maxi mum of eight years. For small businesses, this carryover period is
extended to ten years. The taxpayer mnust recapture any credit previously allowed
if the property is renoved from California, disposed of to an unrelated party or
converted to an unauthorized use within one year fromthe date the property is
first placed in service in California.

The M C will becone inoperative on January 1, 2001, or on the January 1 of the
earliest year after 2001 if the total enploynent in manufacturing in this state
does not exceed by 100,000 jobs the total enploynent in manufacturing in this
state on January 1, 1994. The Enpl oynent Devel opnent Departnent (EDD) is
required to report to the Legislature annually on this determ nation.

Certain “new busi nesses” (as defined) may claiman exenption from sales and use
tax instead of this tax credit. The existing sales and use tax |law also allows a
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taxpayer to claima refund for the sales or use tax that was paid on the purchase
of qualified property rather than clainmng the MC.

This bill would include specified |lines of business relating to conputer
programm ng and computer software in the definition of “qualified taxpayer” under
the MC.  These activities are described in SIC Codes 7371 (Conputer Progranm ng
Services), 7372 (Prepackaged Software) and 7373 (Conputer |ntegrated Systens

Desi gn) .

This bill also would include, under the MC definition of “qualified property”
conputers and comput er peripheral equipnment that is tangi bl e personal property,
as defined in Section 1245(a) of the Internal Revenue Code, used in these sane
lines of business relating to conputers primarily for the devel opnent and
manuf act ure of software.

This bill would replace the January 1, 1994, date in the binding contract

| anguage with January 1, 1998, so that the qualified costs and the binding
contract rules applicable to taxpayers involved in conputer and software
activities have the sane operative date.

Pol i cy Consi derations

The SIC code references added by this bill describe sone service activities.
No other M C provisions relate to providing services.

| npl enment ati on Consi derati ons

The term “conmputers and conputer peripheral equipnent” is not defined.
Undefined ternms can lead to disputes between the departnent and taxpayers.
Internal Revenue Code Section 168(i)(2)(B) provides a definition for
conput er or peripheral equipnment for purposes of the accel erated cost
recovery system (ACRS).

FI SCAL | MPACT

Departnmental Costs

This bill would not significantly inpact the department’s costs.

Tax Revenue Esti mate

This proposal is estimated to inpact PIT and B&CT revenues as shown in the
foll owi ng table.

Fi scal Year Cash Fl ow
Taxabl e Years Begi nning on and After January 1, 1998
Enact nent Assuned After June 30, 1998

$ MIlions
Fi scal Year 1998- 99 1999- 00 2000-01
Applied credits ($12) ($13) (%$16)
Unused carryover credits $21 $33 $44
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Thi s anal ysis does not consider the possible changes in enploynent, persona
i ncome, or gross state product that could result fromthis measure.

Tax Revenue Di scussi on

The revenue inpact for this bill would be determ ned by the |evel of
gqualified costs and the anmount of credits applied against avail able tax
liabilities.

This estimte was developed in the followi ng steps. The anount of qualified
costs was estimated fromnational data (U S. Departnment of Commerce) for SIC
code 737. That anobunt was adjusted, using sales receipt data, to provide a
proxy for the portion of overall investnent reasonably assumed to be
accounted for by activities in SIC codes 7371, 7372, and 7373. The next
step was to estimate the portion of national investnment that would occur in
California. California s share of the total was obtai ned by adjusting the
U S. capital expenditure figure by the ratio of California' s enploynent over
U.S. enploynent in SIC codes 7371, 7372, and 7373. The qualified

expendi tures for 1993 ($283 nmillion) were grown to approximate |levels for
1998 and beyond. The final step was to estimate the anmount of credit that
woul d be used. This was acconplished using a mcrosinulation nodel of tax
returns fromprior years.

BOARD POSI TI ON

Pendi ng.



